ABSTRACT. We develop a two equation error correction model to investigate determinants of and dynamic interaction between changes in profits and number of firms in retailing. An explicit distinction is made between the effects of actual competition among incumbants, new firms competition and potential competition from firms outside the market. Effects of cost, demand and general income changes on profitability are investigated to gain insight in the role of retailing in the cost, demand and wage inflationary processes. The relative importance of profitability, growth and unemployment as determinants of net entry are studied. The model is tested using a panel data set of 36 Dutch shoptypes coveting the 1977--1988 period.
Introduction
Investigation into the determinants of profitability and entry and exit accounts for a large share of the empirical industrial organization literature (see Schmalensee (1989) ). Most studies are confined to manufacturing industries, lack modelling of the dynamic interaction between profitability, entry and exit and deal only partly with competition as a determinant of profitability. This paper makes a contribution to the existing literature with respect Final version received September 3, 1993 . to these three limitations. First, we explicitly focus on one of the major service industries, viz. the retail trade. Retailing has a strong contribution to the economy: for instance, in the Netherlands it accounts for about 23% of total number of economically active enterprises and for about 13% of total labour force in the private sector in 1988 (source: Bode (1990)). t In our investigation of the determinants of profitability in retailing we wilt also pay attention to the role of this industry in the inflationary process. We provide results on the influence of retail pricing practice on cost, ,demand and wage inflation. Second, the dynamic interaction between profitability and number of firms is modelled using a two equation error correction model. This is done because high profitability attracts new firms, whereas a rise in the number of firms creates a pressure on profitability. Third, we distinguish explicitly between three sources of competition, viz. competition of existing firms, competition of new firms and potential competition, in our explanation of changes in profits.
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The model discussed in Section 2 can effectively determine the importance of different sources of competition as well as different sources of inflation and is applicable in structure-conductperformance studies in general. Our starting point is the Kirznerian notion of entrepreneurship being the alertness to profit opportunities. From this we develop an error correction framework which extends the persistence of profits literature into a more complete dynamic market modelling.
The structure of the paper is as follows, tn Section 2 we set up the mode1 and develop a number of hypotheses concerning the effects of the variables incorporated. Section 3 describes our data set of 36 shoptypes for the period 1977--1988 . Section 4 presents the empirical results of the model estimated on the entire data set and on selected subsets. We summarize and provide recommendations for future research in Section 5.
Modelling profitability and net entry
Entrepreneurs seek to discover and exploit hitherto unnoticed profit opportunities. This competitive activity pushes prices in directions which gradually squeeze out further profit-making opportunities. This formulation of the competitive-entrepreneurial process as used by Kirzner (1973 Kirzner ( , 1979 ) is of essential importance for the measurement of market competition and efficiency. As Kirzner (1973, p. 6) puts it: "The efficiency of the price system ... does not depend upon the optimality (or absence of it) of the resource allocation pattern at equilibrium; rather, it depends on the degree of success with which market forces can be relied upon to generate spontaneous corrections in the allocation patterns prevailing at times of disequilibrium." The persistence of profits literature, which started with Mueller (1977) , investigates to what extent and with what speed these competitive forces adjust profits to tong-run competitive levels. In this study we extend this approach to a more complete modelling of industry dynamics, which not only allows for studying the extent of different competitive forces in an industry, but can also be used to study the role of an industry in the inflationary process and to investigate the relative importance of determinants of entry and exit.
Entrepreneurial activity is the fundamental generator of the error correction mechanism in our model. The notion that entrepreneurs restore equilibrium by a sequence of adjustments to disequilibrium situations has been expressed by various students of entrepreneurial behaviour. Schultz (1975) defines entrepreneurship as the ability to deal with disequilibria, whereas Kirzner (1973 Kirzner ( , 1979 emphasizes the perception and exploitation of profit opportunities as its main feature. 2 In his view competition and entrepreneurship coincide because the competitive market process is basically entrepreneurial. Essential to this concept of competition in market-process theory is "the free entry of rivals, each in a incessant race to better the others" (Ikeda (1990), p. 79).
In this study the entrepreneurs are (potential) small independents in retailing. Our model is set up to explain changes in profits and number of firms for these small independents. Disequilibrium is expressed in terms of excess profits. As a small independent's profit generally equals his income (before taxes), we define excess profit as the difference between this profit and gross modal wage. Shoptypes with positive excess profits are assumed to be attractive to enter. This is the basic idea behind our modelling of the dynamic interaction between profitability and net entry. Our model consists of two equations and is of an error correction mechanism type (see Gilbert (1986) and Salmon (1982) ). The market "error" in our model, which presents an opportunity for entrepreneurial action, is the difference between profit and modal income. More precisely, in case al is negative and fil positive, we find all ~t exceeding MIt --ao/at in long term equilibrium to have a downward effect on profitability, while all ~i~ exceeding MI~ --to~ill --
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